Introduction
During the last 50 years or so, the role of financial management has undergone a tremendous change. The ownership structure, size of business firms, security markets, financial system and instruments have greatly changed. As a result, the role of a finance manager has become far more important than merely a fund raiser. The finance manager is expected to maximize the economic welfare of the owners, which is represented by the market value of the firm. To achieve this objective, one has to take a number of decisions, the most important being the investment, financing and dividend decisions. Do changes in capital structure affect the value of a firm? This question has been puzzling the minds of both the finance managers and academicians for the last 40 years, especially since the publication of the path breaking articles by Franco Modigliani and Merton Miller. In a perfect capital market, their irrelevancy model is perfectly valid and is supported by all. But, in case of an imperfect market, the views differ greatly and, as a result, till date, no universally accepted model has been developed on this crucial issue. In India, no significant work has been done in this regard. This paper makes a humble attempt to empirically test whether there exists an optimal capital structure in Indian companies, both at the micro and the macro level. The paper also tries to examine whether the financing decisions affect the value of a firm.
The paper is divided into four sections. Section 1 deals with the review of literature and objectives of the study; section 2 explains the research methodology; section 3 shows the empirical results and section 4 gives the conclusions.
Review of Literature
Sound financing decisions of a firm basically should lead to an optimal capital structure. Capital structure represents the proportion in which various long-term capital components are employed. Over the years, these decisions have been recognized as the most important decisions that a firm has to take. This is because of the fact that capital structure affects the cost of capital, net profit, earning per share, dividend payout ratio and liquidity position of the firm. These variables coupled with a number of other factors determine the value of a firm. So, capital structure is a very important determinant of the value of a firm.
Franco Modigliani and Merton Miller (hereafter called M -M) were the first to present a formal model on valuation of capital structure. In their seminal papers (1958, 1963) , they showed that under the assumptions of perfect capital markets, equivalent risk class, no taxes, 100 per cent dividend-payout ratio and constant cost of debt, the value of a firm is independent of its capital structure. When corporate taxes are taken into account, the value of a firm increases linearly with debt-equity (D/E) ratio because of interest payments being tax exempted. M-M'S work has been at the centrestage of the financial research till date. Their models have been criticized, supported, and extended over the last 35 years.
David Durand (1963) criticized the model on the ground that the assumptions used by M-M are unrealistic. Solomon (1963) argued that the cost of debt does not always remain constant. When the leverage level exceeds the accepted level, the probability of default in interest payments increases thus raising the cost of debt. Stiglitz (1969 Stiglitz ( ,1974 proved the validity of the M-M model under relaxed assumptions whereas Smith (1972) , Krause and Litzenberger (1973) , Baron (1974 Baron ( ,1975 , and Scott (1976 Scott ( , 1977 , supported the M-M model, but only under the conditions of risk free debt and costless bankruptcy. When bankruptcy has positive costs, there exists an optimal capital structure which is a trade-off between tax advantage of debt and bankruptcy costs.
This trade-off theory was challengedby Miller (1977) . He argued that bankruptcy and agency costs are too small to offset the tax advantage of debt. But when personal taxes are taken into account, this advantage is completely offset by the disadvantage of personal tax rnte. Thus, in equilibrium, the value of a firm is independent of its capital structure, even when the market is imperfect. But Miller's model was rejected by DeAngelo and Masulis (1980) . They argued that even if bankruptcy, agency and related costs are ignored, introduction of non-debt tax shields is enough for a firm to have an optimal capital structure. And even if these costs are taken into account, an optimal capital structure exists, irrespective of availability of non-debt tax shields. Masulis (1980 Masulis ( ,1983 , Brennen and Schwartz (1978) , and Jensen and Meckling (1976) also advocated the existence of an optimal capital structure in an imperfect market, while using different mechanisms. Besides, a lot more work has been done on this problem till now, but a formal model, showing the mechanism for determining an optimal capital structure in an imperfect market, is yet to be developed.
On the basis of the major work done by M-M and 30 This model clearly advocates the existence of an optimal capital structure which is a trade-off between tax advantages and disadvantages of leverage. However, M-M (1966) again proved their irrelevancy hypotheseis. But the study by Davenport (1971) supported the traditional view.
In the Indian context, one comes across two works, one by Sharma and Rao (1969) and the other by Pandey (1992) . The former tested the M-M model using crosssectional analysis for engineering companies, wherein the value of a firm was found to be independent of its capital structure after allowing for tax advantage. But the results could not be generalized as the sample was homogeneous. The other work by Pandey (1992) observed that the M-M theory is not fully valid under Indian conditions. He concluded that, initially, cost of capital and value of a firm are independent of the capital structure changes, but they rise after a certain level. All these studies have helped understand the dynamics of this crucial issue better but have not been able to come to a definite conclusion as to how firms determine their optimal capital structure. So, the present study was planned to make another attempt to resolve this contentious issue. It may be pointed out that the study has not included the effect of factors like agency and bankruptcy costs, as they are difficult to measure in the Indian scenario.
Objectives
The basic objective of this study is to find out if there exists an optimal capital structure either at the micro and/or at the macro level in Indian private sector companies. If yes, how do companies determine it? In addition, it has the following sub-objectives: Does change in capital structure affect the cost of capital? Are capital structure and dividend policy correlated? Does capital structure of companies differ significantly?
Research Methodology
For conducting the study, a sample of 26 widely held Indian private sector companies from top 300 large scale companies was taken. The sample is not homogeneous as the companies are taken from 15 different industry groups. It is a multi-period study covering the period from 1981-82 to 1990-91. The study used both primary and secondary data. The main source of secondary data was the Bombay Stock Exchange Directory. Primary data were collected through a mailed questionnaire. In all, 100 questionnaires were mailed but the response rate was about 26 per cent. Hence, a sample of 26 companies was taken. Most of the respondents were above the level of Finance Manager. The responses were ranked on the basis of relative weightage given to various factors by the respondents.
Measure of Variables
The variables used in the study are as follows: 2. Preference dividend/price of preference share.
3. Interest (1 -T)/Total debt.
4. Calculated by using Capital Asset Pricing Model. Frequency of variables is on an annual basis. 5. Risk free rate is taken as 10 per cent. 6. It represents the systematic risk associated with "a security.
Vol. 21, No. 3, July-September 1996 ;i) Leverage (L): L = Debt to total capital ratio, i.e. L = D/ (D+E) = D/C
6) Dividend payout ratio (D/P):
Equity dividend paid D/P = Net profit -Preference dividend
In the absence of a well developed model on capital structure problem, Karl Pearson's bivariate correlation coefficient was used to find the relationship among the variables. The value of r for the pooled data represents a correlation between average change in D/C ratio (change in capital structure) on the one hand, and total market value of firms, average Ka and average D/P ratio, respectively, on the other (Tables 1,4,5). Considering the nature and objectives of the study, we thought it proper to use the bivariate correlation technique. As a matter of fact, most of the earlier studies in this area have used a similar technique. The correlation results were tested by using student's t-test; f-test has been used to test the significance of difference in inter-company capital structure.
Empirical Results
Optimal Capital Structure : There is no definite relationship between change in the capital structure and the value of a firm ( Table 1) . Out of 26, only 6 companies show statistically significant relationship (3 showing negative and 3 showing positive values). Further, none of the sample companies was found to be highly leveraged. Except for ICICI, the maximum value of D/C ratio for a company was 0.714. For ICICI, it was 0.916 which is normal for a financial institution. These insignificant and inconsistent results at the micro level can be attributed to the fact that capital structure is not the only determinant of market price of a company's share and its value and that there are other factors as well which do affect their values. Incidentally, this was confirmed during the course of our discussions with company executives (Tables 2 and 3) . Since a majority of the factors are non-measurable as they are qualitative in nature, it is not possible to segregate their effects. Therefore, an exact relationship between capital structure and value of a firm cannot be established. This conclusion is further strengthened by the highly volatile behaviour of the stock markets. One observes that 22 companies showed coefficient of variance (C V) greater than 50 per cent. The average C V for all the companies was 62.11 per cent which is quite high. Further, in general, variations in values were not found to be significantly associated with the financial performance of the companies. So, the market price of the stock is not the true index of a company's performance. The variations in stock prices of a company may also represent the effects of qualitative factors. These factors can undervalue or overvalue these prices at the micro level as a result of which they may not be the true 1 indices of a company's performance. However, at the macro level, the relationship between change in capital structure and value of a firm was found to be highly positive and statistically significant (r = 0.706) ( Table 1 ). These results are totally different from those obtained at the micro level. The reason is quite clear, because when we take the aggregate figures, the positive and negative effects of the external and qualitative factors on individual shares neutralize one another and we get a closely approximate true value of the share prices. That is why we get a highly positive correlation between the two at the macro level.
The above results clearly show that in imperfect market, at the macro level, an optimal capital structure definitely does not exist. It is not possible to determine it exactly, because of the difficulty faced in the measurement of qualitative factors and other problems. These results fully support the views expressed by Brigham and Gopanski (1985) when they observed, "Unfortunately, it is almost impossible to test the leverage effects empirically, because (1) future earnings are impossible to measure and (2) most real world leverage changes are accompanied by asset changes which may be changing the firm's risk class. Thus, empirical tests have not produced conclusive results. However, the evidence does generally support the contention that some benefits from leverage do exist, at least if the firm does not exceed reasonable limits of debt."
Capital Structure and Cost of Capital : In general, change in capital structure and cost of capital were found to be negatively related, as 81 per cent of the companies showed negative relationship (Table 4) , thus, supporting the theory that cost of capital decreases with increase in debt level because cost of debt is less than that of equity and interest payments are tax exempted. Furthermore, since the cost of capital is measured using historical data, the weighted average" cost of capital is bound to go down with increasing debt, other things being equal. But the relationship is not statistically significant. It means that, in general, changes in capital structure are not accompanied by proportionate changes in cost of capital. The statistically insignificant values of r'can be explained by the following reasons: * Indian companies have no specific model or mechanism to compute the specific costs of capital, particularly the cost of equity capital and the average cost of capital. This became clear, when ,in response to the question, "how do you compute the cost of capital?", none of the companies suggested a defi nite/specific mechanism. * Cost of capital is not the only determinant of the capital structure, though it is one of the most important determinants. Since the effects of other determinants cannot be segregated, so, an exact relationship between the two could not be established.
* Cost of debt in India is quite high as compared to that in the developed countries. (Table 5) , as 14 companies showed positive values of r whereas 12 companies showed negative values. The relationship was statistically significant in case of 3 companies only. These inconsistent results could be attributed to two main reasons: * The Indian companies do not apply any dividend model or theory while deciding the D/P ratio. When asked, all the companies replied in negative. * Dividend policy and dividend payout ratio are influenced by a number of factors (Tables 6 and 7) , and most of these factors are not measurable as they are qualitative in nature. Hence, their effect cannot be segregated. As a result, it was not possible to establish an exact and definite relationship between the two. Furthermore, it is also evident from these tables that the single most important factor is the opinion of the directors, and the shareholders have very little say in dividend policy matters. Also, the Indian companies have no specific criteria for deciding the retention ratio. Generally, it is quite high. This fact, too, was confirmed in the study, as the average retention ratio turned out to be 69.04 per cent. Though the relationship between capital structure and dividend payout ratio is not statistically significant, it does tell that as degree of leverage increases, dividend payout ratio also increases moderately. This is because of the fact that EPS increases with leverage as long as the company is solvent. Differences in Inter-company Capital Structure : The differences in the capital structure of companies, whether belonging to the same group or not was statistically significant as f value was 6.174 at 1 per cent significant level. This is because of the fact that capital structure depends on a number of factors whose magnitude varies from company to company. This was confirmed by executives when they were asked, "What are the determinants of your existing capital structure?" (Table 8 ).
* One way ANOVA test was applied on the mean values of D/C ratio of all the 26 companies. Detailed results available on request. Leverage : Except for ICICI, average values of debt to total capital ratio (D/ C) of the sample companies ranged from 0.2831 to 0.7139. So, none of the companies was found tobe excessively leveraged, as over the years, a D/ E ratio of 2:1 (i.e. D/C ratio of 0.67) was the norm fixed by the government and its agencies. For ICICI, it was 0.916 which is also not high because the norm fixed by the World Bank and the RBI for financial institutions is 0.923. The mean value of D/C ratio for all the companies in the sample was 0.666 (Table 1) .
Conclusions
No significant relationship was found between change in capital structure and the value of a firm, at the micro level. This is because of the fact that the value of a firm is affected by a multiplicity of factors and capital structure is just one of them. Many of these factors like the reputation of promoters, management of the company, economic and political conditions, role of bulls and bears, government policies, etc., are not measurable as they are qualitative in nature. Because of this problem, their effect cannot be segregated, and hence, an exact relationship between change in capital structure and value of a firm could not be established. However, at the macro level, the relationship was statistically significant at 5 per cent level of significance (r = 0.706). The above factors may result in undervaluation or overvaluation of shares at the micro level but when we take the aggregate, their positive and negative effects neutralize one another. So, the market value at the macro level acts as the true index of financial performance of all the companies. The results clearly advocate the existence of an optimal capital structure at the macro level but in the absence of a model on capital structure, it is not possible to determine its exact range. However, the 'r' value of 0.706 for a weighted average D/C ratio of 0.666 is high and statistically significant. What it implies is that a higher level of debt in the capital structure of these firms will not affect their values adversely. As a matter of fact, the additional debt will help increase their values.
Companies were found to differ significantly in capital structure irrespective of whether they belong to the same industry group or different groups. This is because of the fact that the magnitude of the effect of determinants of capital structure vary from company to company. In general, change in capital structure and cost of capital were found to be negatively related, but the results were not statistically significant. These results suggest that though cost of capital decreases when leverage increases, this decrease is very moderate and not proportional to debt level. Probably, it is for this very reason that most of the companies are not high leveraged. The relationship between change in capital structure and dividend policy was not found definite and statistically significant. Further, it was also found that Indian companies do not employ a specific model for computing the cost of capital and have no scientific model for determining their target capital structure. Thus, it could be concluded that like perfect capital markets of the west, in India, too, wherein the capital markets are imperfect, companies have no definite way of determining their optimal capital structure.
